N. A. C. A. BULLETIN 


Vol. XXIII, No. 22 


Interrelation of Taxes—Costs— 
Profits, by William J. Casey 


| 
July 15, 1942 | 
IN THREE SECTIONS 
Section I 
\ 
IN THIS ISSUE | 
| 
| 
This Bulletin is published semi-monthly by the National | 
Association of Cost Accountants, 385 Madison Avéhue, 
New York. Subscription price, $10.00 per year. Entered 
at the Post Office, New York, N. Y., as second-class mat- | 
ter August 28, 1925, under the Act of March 3, 1879. 


EDITORIAL DEPARTMENT NOTE 


The article by William J. Casey which is published in this issue of 
the Bulletin, was prepared by Mr. for delivery at the Twenty- 
third International Cost Conference at Chicago on June 24. This talk, 
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INTERRELATION OF TAXES—COSTS—PROFITS 


By William J. Casey 
Chairman, Board of Editors, 
Research Institute of America, New York, N. Y. 


AS PLEASED as I am to take part in this convention and to 
renew many pleasant acquaintances here, I approached the 
subject assigned to me with some awe. The splendid program of 
the first two days of this convention have fully demonstrated the 
great need for reorientation and readjustment to an atmosphere 
which makes that of the 1930’s seem as distant as the Stone Age. 
My talk will be aimed at the impact of wartime tax rates on the 
broad management and industrial accounting problems on which 
N.A.C. A. throws such a broad beam of light. If we were to 
immerse ourselves entirely in the technicalities of tax laws and 
immediately pressing tax problems, we would miss the area in 
which this group can make its greatest contribution. On the other 
hand, if we fully understand today’s atmosphere and the broad 
problems it brings to us, then we can be sure that our technical 
equipment will be equal to the task of finding solutions to specific 
problems. 

We have come a long way from the time when a tax man was a 
fellow who found loopholes in the tax law and gave business 
transactions artificial form to fit them into those loopholes. We 
know how rapidly those loopholes are being closed, and with their 
passing the tax man has come into a broader and more useful 
sphere of activity. Today his job is to plan tax control in a much 
broader sense—taxwise shaping of business policy, stabilizing in- 
come, timing revenue and expenses, building reserves in the face 
of skyrocketing tax rates. Whether we consider ourselves tax 
men or not, all of us must adjust our thinking in line with the 
impact of wartime taxes on costs, profits and prices. Just as the 
tax man cannot afford to think of taxes in a vacuum, so the indus- 
trial accountant cannot afford to overlook taxes. 

It is the industrial accountant who must flash green and red 
lights to business management trying to steer a course through 
confiscatory tax rates, rigid ceilings over prices, steadily rising 
labor and other costs, and priorities which curtail volume and 


skyrocket unit costs. It is my observation that the full meaning 
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of costs whittled down to a few cents on the dollar after the tax 
bill is paid, of price control which may amount to 100 per cent tax, 
of profits which after depletion by taxes leave little to cushion 
trouble or to finance expansion, of taxes which make borrowing 
itself profitable, have not yet fully sunk in. 


Objectives 

Let’s first set our sights a little. What can we expect and what 
is our job in this period of war? The great bulk of American 
business has already demonstrated complete willingness to place 
the satisfaction of contributing to victory on the battlefield ahead 
of profits. To me, our next most important goal is to preserve 
and carry into the post-war era as much of our business assets as 
we possibly can—and I am speaking of goodwill, reputation, know- 
how, sales and production organization, as well as physical plant 
and equipment. When I say that in today’s hierarchy of values 
profits come a poor third, it may shock some of you: But I insist 
that this is no more than a realistic appraisal not only of the patri- 
otic and social considerations involved, but of the plain arithmetic 
we face. You are aware that if, as appears likely, 94¢ out of 
every dollar of 1942 excess profits will go to the government, the 
net cost of expenses incurred out of dollars which would other- 
wise be excess profits will be less than 6¢ on the dollar. Even if 
we get a 14 per cent post-war credit, the cost of normal and excess 
profits tax will be less than 20¢ on the dollar. You are also aware 
that taking in new money by stock issues or by borrowing may 
reduce the tax bill and actually return a greater net to stockholders. 

War has forced upon us many changes—changes in product, 
changes in materials, changes in design, changes in market. All 
of these may, and usually have, involved higher costs. You must 
translate to your management the net cost of using a more expen- 
sive substitute material, of developing substitutes, of carrying out 
the engineering studies prerequisite to conversion to war produc- 
tion, of carrying out the conversion itself, of handling war work, of 
bidding low to get started on war work. A corporation subject 
to a 94 per cent excess profits tax will find that for a net cost of 
less than 6¢ on every dollar substitution, conversion, handling gov- 
ernment business, will permit it to keep goodwill and trade name 
going, its organization intact, its machinery humming, and its 
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iation reserve growing. On the other hand refusal to ex- 

periment with high-cost substitutes and to accept the challenge of 
war production may mean no profit and no revenue in large areas 
of a firm’s operations. The figures might be broken down even 
further: to show that an apparent loss may not be an out-of-pocket 
loss but an actual cash gain. To meet depreciation reserves, even 
in part, is far healthier than to have idle property lose its value 
without any reimbursement. 
Conversion 

Conversion to war production will, in many cases, require new 
capital. In some cases the necessity of using high-cost substitutes, 
meeting higher payroll costs and operating on strange ground will 
leave no profits and thus no tax problem. In other cases continued 
operation may require dipping into reserves or finding new capital. 
But profits sacrificed, even losses incurred, may mean little when 
weighed against the cost of disintegrating and rebuilding an organi- 
zation. Where wartime losses push a firm on thin financial ice 
and impair its cash position, new capital must be found. As the 
Excess Profits Tax law now stands, a corporation may find the cost 
of borrowing less than the tax saving produced by an increase in 
borrowed capital. Taking in new stock capital, with bonus in- 
crease in invested capital of 125 per cent of the amount taken in, 
will protect an additional segment of the corporation’s earnings 
from excess profits tax. Thus, we have today an immediate tax 
premium on bold experiment in expanding to handle war business. 
You heard at yesterday’s session about the available protections 
and safeguards against a post-war hangover from this expansion— 
quick amortization, non-recourse loans and government financed 
expansion. 
Price Control Problem 

The general principles which I have just applied to the problems 
your firms find in war conversion and priorities extend through- 
out the panorama of problems which war has brought to your 
desks. You know about the squeeze between rising costs and fixed 
prices, and OPA’s intention to roll back the squeeze by requesting 
wholesalers and manufacturers to absorb lower prices out of profit 
margins. In short, if a retail group finds that the difference be- 
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tween its ceiling price and its inventory cost does not leave an 
adequate operating margin, wholesalers and manufacturers will 
be asked to help out by selling at a price below the ceiling to which 
they are held by law. This roll-back will cost the wholesaler and 
manufacturer something, but here again the cost stands to be sub- 
stantially offset by wartime tax rates. This is a point to be empha- 
sized in persuading a supplier to roll back his price, albeit under 
threat of OPA action. The net cost after taxes of roll-back may 
be a small price for keeping distributors in business and a dis- 
tributive organization, which may have cost millions to build, from 
withering under the heat of price control. 

The temptation to avoid the price squeeze by degrading the 
quality of a product will frequently be overcome if management 
realizes that the cost saving after taxes is slight compared with 
the loss of prestige and standing bound to result from any lowering 
of quality. 


Concentration of Industry 

War submerges many things. I have in mind now trade names, 
sales territories, distributing organizations, things which have taken 
many years and millions of dollars to build. We stand today on the 
threshold of a widespread concentration of industry—an enor- 
mously important expedient to which every other industrial coun- 
try engaged in war has been forced. The War Production Board 
is ready to order concentration of many an industry’s non-war 
production in a few of the industry’s plants. The purpose will be 
to release other plants for full-blast war production. We have 
already had a mild taste of this in an order concentrating the 
manufacture of stoves in small plants located outside of areas 
where labor is scarce. In England this has meant victory models, 
the submerging of trade names, arrangements for the sharing of 
profits among the plants actually producing peacetime articles 
and those loaned to the war effort. The pattern of concentration 
has not yet emerged here, but we can be certain that a lot of 
trade names will be buried for the duration and a lot of sales 
organizations broken up unless we devise ingenious methods for 
keeping these values alive. 
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Advertising 


The Treasury threatens a crackdowr on exorbitant advertising 
expenses, but normal advertising budgets are fully deductible. The 
Secretary of the Treasury has gone on record as being willing 
to permit deduction of institutional advertising. However, if the 
amounts are extravagant, out of proportion to the size of the com- 
pany, or its advertising in the past, or not directed to public 
patronage which might reasonably be expected in the future, then 
advertising deductions stand to be disallowed. The cost of main- 
taining customer relations and other activities on which a sales 
force can be used to keep it fairly intact and to hold post-war mar- 
kets is fully deductible. The work which a distributor’s organiza- 
tion can do when thought of in dollars and cents of actual expense 
may not be worth keeping up, but again we must think of it in 
terms of costs after taxes. In measuring against the cost. of re-. 
building after the war, we may find that this current expense is 
cheap post-war insurance. 

If we analyze and reappraise every item of expense in the light 
of this new atmosphere which I describe, we may find that the 
energy, the personnel and the activities represented by some items 
might better be transferred to other fields. For example, you may 
want to push a product on which volume can be increased now to 
absorb some of the slack resulting from rationing and curtailment, 
but which previously was neglected because it produced less profit 
than fields in which volume is now curtailed by war. We may find 
that one activity requires a constant flow of non-deductible ex- 
pense for expansion which cannot be met now after wartime taxes 
take their toll of profits. We may want to switch from such an 
activity to one in which expansion can be financed out of deductible 
expenses. Wartime taxes put a business whose expansion in- 
volves chiefly more personnel or more advertising in a much better 
position than one for whom expansion means new equipment and 
more slow-moving inventory. The former can build a tax-free 
increase in value ; high taxes check expansion of the latter. 

We hear a lot about the simplification of lines and products. 
As accountants, it is your job to break down costs, sales and profit 
figures, to tell management what styles and what lines are most 
profitable and what line can best be dropped. But here again we 
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can’t merely look at the immediate profit figure. We must adjust 
to profit after wartime taxes have taken their toll, and weigh the 
permanent value of the line against any immediate financial advan- 
tage which could come from dropping it and keeping another. 


Stabilizing Income 
Many of us have been shocked frequently in going over the tax 
returns of a corporation for a number of years to find that the 
taxes for a four- or five-year period actually exceeded income. 
This results from the fact that a corporation pays taxes in good 
years and receives no refund when it loses money. I suppose we 
must have a tax system based on annual periods and for the pres- 
ent at least we can expect no more liberal provisions for the carry- 
over of losses as a deduction against subsequent years’ income 
- than the two-year carry-over we now have. War tax rates empha- 
size the importance of leveling out income and placing it on an even 
keel. We can avoid having one year of excess profits tax and a sub- 
sequent loss year if we can spread the same "income over two years 
and keep it out of top brackets. As I see it, this is the most 
important area of tax planning today. If we are to stand any 
chance of building working capital, expanding, and cushioning a 
post-war slump if it comes, we must steer away from a fluctuating 
income curve. If we can’t stabilize income, a 94 per cent excess 
profits tax will inevitably eat deeply into capital. 

Timing year-end expense and revenue items, and delaying or ac- 
celerating them as tax strategy dictates, is one method of stabiliz- 
ing income. This calls for a tight accounting control which gives a 
fairly comprehensive picture of the corporation’s income level in 
the closing weeks of the year. It also calls for an efficient and 
flexible budget and close co-operation between the accountant and 
the operating departments of the business. Keying expenses to 
income, production or other indices of business activity is one 
fairly automatic method of achieving this stability. Rents set at a 
percentage of gross income, profit-sharing compensation arrange- 
ments and similar arrangements help to level off income over a 
period of years. Using an accelerated rate of depreciation when 
production hits peak levels works in the same direction. 
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Accelerated Depreciation 

The Board of Tex ‘Agptale thes ab site ot 
depreciation for machines that work a longer number of hours a 
day than normal, which are fed strange materials, which are con- 
verted to strange uses, which are operated with unskilled labor, 
which are neglected because of the necessity of skipping repair 
and tune-up periods and because of the difficulty in getting repair 
parts. Every one of those conditions is rampant today. But as a 
practical matter the Treasury has been extremely tough on acceler- 
ated depreciation rates. The mere fact of peak operation is not 
enough to support an accelerated rate. The taxpayer has the 
burden of showing that actual retirement experience is not out of 
line with the advanced rate, that an increased repair and maitite- 
nance budget has not offset additional wear and tear, that the 
regular rate of depreciation does not reflect an obsolescence factor 
which counts on the property becoming outmoded even before a 
curtailed useful life. Before a taxpayer stands a ghost of a 
chance of getting an advanced rate of depreciation, he must be 
able to show adequate records onsall plant assets, including those 
in use and those scrapped or abandoned. He must be able to com- 
pare from his records normal use with intensified use, and these 
comparisons must be made for each machine. In the final analysis 
any question of depreciation boils down to an engineering conclu- 
sion on a useful life, and a competent professional appraisal will 
strengthen any claim for higher depreciation rates. Keying repair 
budgets to income levels is another method of stabilizing income. 
Generous appropriations for repairs are particularly important 
today with all-out operations placing unusual strain on machinery. 
Last-in, First-out 


I used to advocate as one of the most effective methods of 
stabilizing income the last-in, first-out or Lifo method of treating 
inventory. You know, of course, that this substantially freezes 
the opening inventory, and that the costs of most recently acquired 
materials or most recently finished products are charged against 
current operations. It avoids tax on paper inventory profits and 
fixes the income figure at a level more closely reflecting actual 
revenue and current disbursements. During all of last year I dif- 
fered with the opinion that the rising price spiral had gone too 

1471 


— 


2 

st 

: 

n- a 
i 
4 

ic- | 

3a 

in 

nd 

nd 

to | 

ta 

| 

| 

en 
| 


N.A.C. A. Bulletin July 15, 1942 


far and that it was too late to switch to Lifo. Now with the price 
ceiling blanketing the economy I am not so sure that it’s not too 
late to get any substantial advantage. There are a few commonly 
overlooked points, however, which I would like to raise. First, 
I would point out that any effect that Lifo would have in holding 
down income during this period of high taxes and high income 
would save more money tax-wise than the tax cost of any upward 
pressure which Lifo might exert during the period of falling 
prices, and therefore probably declining income. 

I would like to see some intensive thinking on the impact of 
price control on inventory methods. Substantially all prices are 
frozen at March levels, but costs are not frozen. As skilled men 
are lost to the Army and it becomes necessary to attract new and 
less efficient personnel, labor costs will rise even if wage rates 
should be stabilized. The need to use more expensive substitutes 
and worn-out machinery as repair parts become difficult to get 
is just one of the factors which will bring increasing cost pres- 
sure to bear. Those firms who carry a heavy inventory of fin- 
ished products and value their inventory at cost stand to be taxed 
on these increased costs as income. This is clearly an inequitable 
situation which should be remedied by legislation. These increased 
costs cannot under the price freeze be translated into higher sales 
prices and income. If inventories are valued on a cost or market 
basis, they can be marked down from cost to the market which 
could not be more than the ceiling price and this situation avoided. 
Use of last-in, first-out, which would charge the cost of products 
last fabricated against the current year’s revenue would also avoid 
a tax on higher costs. Under Lifo the opening inventory would 
substantially be the closing inventory and a higher cost of pro- 
duction would not appear as income. 


Inventory Reserves 


Many taxpayers just can’t use last-in, first-out. Moreover, Lifo 
offers no solution to the handling of inventory losses which may 
result when peace eases the demand for commodities. I was highly 
pleased, therefore, to see Mr. Randolph Paul, who is acting as 
tax advisor to the Treasury, recommend the deduction of inven- 
tory reserves. Mr. Paul’s statement is to my mind the best evi- 
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dence we have had yet that the Treasury is really trying to adjust 
the tax law so that wartime tax rates will riot dig into capital. 

Briefly, here is the proposal. Any taxpayer not using Lifo 
could elect to carry an inventory reserve. When prices are high, 
the taxpayer will be permitted to add to the reserve the approxi- 
mate inventory profits. This addition to the reserve would be 
deductible in determining net income for tax purposes. In years 
when prices decline the taxpayer would be required to charge the 
reserve with the full amount of the approximate inventory loss. 
This amount would be included in taxable income. The approxi- 
mate amount of profit or loss would be determined by multiplying 
a basic inventory by the estimated change in prices during the year. 
The basic inventory would be taken as equal to the smaller of 
the physical inventories on hand at the beginning and the end of 
the year. In other words, it would be limited to the inventory 
common to those two periods. 

This proposal would permit manufacturers to avoid taxes on 
paper inventory profits and build a reserve to cushion the effect 
of post-war deflation of inventory values. Before we start the 
cheering, however, we must see that this proposal is not so drafted 
by Congress or so hedged with limitations by the Treasury that 
the benefits are nullified. 


Investments in New Equipment 


We worry a lot about the effect of inflation on inventory values. 
We frequently overlook the fact that price inflation, no matter 
how mild, may make depreciation reserves inadequate to replace 
worn out equipment. Suppose machinery is acquired at $1000, 
and 20 per cent charged off annually. An increase in machinery 
prices, perhaps improvement in the machine itself, increases the 
cost of the replacement machine to $2500. When the machinery 
is fully depreciated, that depreciation reserve will cover little more 
than a down payment on replacement machinery. On the other 
hand the cost of machinery acquired now at high prices is almost 
entirely amortized by tax savings. If the end of its useful life 
occurs at a low point in the price curve we may expect that after 
the machinery is replaced the reserve will show a tidy surplus. 
This after the firm has had the benefit of using new and more 
efficient equipment. Installation of new equipment now may make 
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it possible to get back the cost quickly, still use the machinery and 
restore a sizeable surplus reserve. Replacing fully depreciated 
machinery will result in new depreciation deductions against high 
tax rates so that tax savings largely pay for the replacement. The 
opportunity to charge off new assets in five years—now extended 
to items acquired for essential civilian use as well as to meet war 
needs—affords some protection from a deflation of machinery 
values by permitting quick recovery of money paid out now for 
improvements. 
Disposition of Equipment 
I know of no better way to illustrate the importance of advance 
tax planning than to discuss the choice between trading in equip- 
ment or selling it to purchase new equipment. Today the second- 
hand machine market will usually pay much more than depreciated 
cost for old machinery. If we sell old machinery and use the 
cash proceeds to buy new machinery, we pay immediate taxes on 
the profit, but we increase the basis of the new stuff and enjoy 
larger depreciation deduction over its useful life. In some situa- 
tions it may pay to avoid immediate taxes and take a chance on later 
years. ' If we trade in old machinery for new we pay no immediate 
tax but we get lower depreciation deductions on the new equip- 
ment. If the current year is a low profit year we may want to 
pay tax on the gain to use high depreciation deductions later on. 
The point is that unless we think out this choice in advance, we're 
working in the dark. All of us know that there is not very much 
we can do to save taxes when we are closing the books at the 
year’s end or filling out the return. We can avoid over-paying the 
tax bill then, but efforts to save taxes at that time are like calling 
for the doctor when it is time for the coroner. 


Reserves 


While I am talking about reserves, I would like to stress the 
importance of reviewing bad debt reserves in the light of a pos- 
sible epidemic of priority and price control bankruptcy. The well- 
publicized squeeze on small business, OPA’s active interest in 
liberalizing the Bankruptcy Law, and the clear fact that many 
firms will have to discontinue the manufacture of their products, 
frequently justify increasing reserves for bad debts. 
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A question which invariably arises when reserves are mentioned 
is the possibility of deducting amounts set up for post-war recon- 
version to peacetime manufacture and similar post-war readjust- 
ments. The answer is clearly that amounts set aside in cash re- 
serves cannot be deducted. I like to point out however, that cash 
reserves are not the only method of fortifying a business against 
post-war recession. Money spent now in research to develop new 
products and more efficient methods in developing new markets, 
in tuning up the efficiency of your organization, and in installing 
standard cost systems and better control methods is deductible. 
Expenditures of this type not only help the war effort but set 
up a stronger foundation with which to weather any post-war 
storm. To me, this is the best and most economical method of 
creating a cushion for post-war readjustment. 


Reserve for Taxes 


the matter of keeping an adequate reserve for taxes from an 
t” to a “must.” Book reserves are not enough. Liquid 
funds should be set aside currently to meet the tax bill. It is my 
observation that the tax reserve reflected on quarterly or semi- 
annual statements is apt to be grossly inadequate. I talked re- 
cently with the treasurer of an active war contractor who was - 
worried because the corporation was making too much money. I 
later found out that this corporation was keeping a tax reserve 
based on last year’s rates. 

I read reports in the Wall Street Journal every day that show 
corporations setting aside tax reserves figured on a 30 per cent 
normal rate and a 60 per cent excess profits tax or some corre- 
spondingly inadequate figure. Inadequate tax reserves puts a com- 
pany in a bad public relations position in an atmosphere charged 
with aversion for excessive profits made out of war. It jeopardizes 
labor relations, as unions react to every increase in the profit level 
by making new wage demands. It puts a company in a bad posi- 
tion under price control by showing illusory profit with which to 
absorb price cuts. I feel strongly that a tax reserve which is 
based on less than a 40 per cent normal and a 94 per cent excess 
profits tax is inadequate. I’d go further and urge that excess 
profits taxes be figured on 5 per cent of capital or 75 per cent of 
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average earnings. The Treasury hasn’t finished its fight to kill 
the average earnings exemption and I’d count on a compromise 
slash in the earning credit. 

It is not enough for a tax reserve to contain funds to meet 
the current year’s tax bill. Higher rates demand that the tax 
reserve also include funds for contingent tax liability resulting 
from retroactive increases in the rates, changed interpretations 
of the tax law and possible assessment of additional taxes when 
revenue agents examine old returns. 

All of the suggestions which I have tried to throw out—any 
advanced planning—must rest upon a complete and detailed pic- 
ture of where the business stands financially and where it is 
going. This means full, complete and detailed records. Now, I 
know the difficulty that you are having in maintaining personnel 
in your accounting staffs and we know that that difficulty must 
intensify, rather than ease off. But it is a difficulty which you 
must face and make quick and vigorous efforts to overcome. Re- 
member that any savings made in holding down the budget of the 
accounting department or of any other part of the business may 
not mean much after taxes are taken into account. A saving in 
your accounting budget may mean less than 6¢ on the dollar. 
On the other hand, a saving in the tax bill is net. You save a 
hundred cents on the dollar. Even apart from the question of 
tax savings, the accounting burdens which you will be called upon 
to carry will increase tremendously. You are today struggling 
with price control and the production requirements plan. With- 
holding taxes are a certainty and they will bring another great 
accounting burden. 

Corporate Compensation Policies 

American industry has never been through a period when good 
manpower was so scarce and so valuable. This fact, together 
with rising profits, rising living costs, and increasing pressure on 
executive personnel, bring corporate compensation policies up for 
review. A great deal of confusion and needless fear has arisen 
from the fact that the Treasury is using every bit of its power 
to check inordinate increases in executive salaries. I cannot stress 
too strongly that there has been no basic change in the tax status of 
salary payments. Any reasonable salary is still fully deductible. 
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On the other hand, I cannot stress too strongly that there will be 
a severe tightening up in Treasury attitudes and practice. Large 
salaries which have previously been approved as proper and salary 
increases will come in for sharp scrutiny. This doesn’t mean that 
salary increases must be shied away from. It does mean that you 
must collect every evidence of longer hours of work, greater 
working pressure, increased responsibility, need for greater tech- 
nical skill and increased return to the business flowing directly out 
of the executives’ services. It means that you must gather this 
evidence not only to support salary increases, but to support five- 
figure salaries, high for your industry or size or locality, which 
have gotten by Internal Revenue auditors in previous years. 

There are some things which have always invited trouble and 
which now verge on tax suicide. I have in mind waiting until the 
end of the year to get a look at prospective profits and then paying 
large bonuses. Tax wise it is much sounder procedure to move 
early in the year to set compensation at the highest level which 
reasonable value of services and business outlook will justify. If 
corporate business does not support the compensation originally 
set, adjustment can usually be made without tax complications 
during the year. 

I have found a great deal of confusion between the salary lim- 
its which the armed services set on cost-plus-fixed-fee contracts 
and Treasury policy in allowing compensation deduction on income 
tax returns. For example, the Bureau of Ships will not recognize 
salaries in excess of $9,000, and the WPB cost manual suggest 
$25,000 as the zenith for reasonable compenstion. This merely 
means that salary payments in excess of these figures may not be 
reimbursed by the Government. The contractor is free to pay 
higher salaries but the excess must come out of his overall profits 
or his fixed fee. If the salary is reasonable, it is deductible in full 
for tax purposes even though another arm of the Government will 
not recognize it as fully reimbursable expense. 

The Treasury has demanded a tightening up of the tax law on 
pension and profit sharing plans. 


Deferred Compensation Plans 


Closely related to this subject is the demand voiced by some 
war contractors that amounts set aside to meet severance pay 
necessary to attract skilled personnel be made deductible. I don’t 
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want to get enmeshed in the details of deferred compensation plans. 
But I do want to suggest that the deferred compensation program 
may be ideally suited to the twin needs of holding labor and 
cushioning post-war trouble. Reasonable amounts set aside in 
pension or profit-sharing trusts are fully deductible by the em- 
ployer and are not taxed to the employee until the actual cash dis- 
tribution is made. Distribution can be made contingent upon 
the employee staying with the firm for a reasonable period. Skilled 
men, good executive timber and technicians will think twice about 
jumping to another job if they must sacrifice pension rights or 
profit-sharing funds which they have built up. 

I know of some firms which have been able to get their employees 
to agree to using overtime pay to create a fund out of which 
employees draw if post-war readjustment should make it neces- 
sary to work them less than forty hours a week. In the same 
way a fund can be built out of current profits before taxes to 
maintain a normal level of executive pay if a post-war decline 
of business requires a reduction in salaries. This type of deferred 
compensation trust can be drafted to make contributions a tax 
deduction for the employer now and to protect the employee from 
taxes until he draws cash. This to my mind is one of the finest 
methods of creating a post-war reserve. 

Wage stabilization is not yet even partially effective. Keying 
necessary wage increases to profits makes a later adjustment auto- 
matic as profits decline. On the other hand, straigtit wage in- 
creases are always difficult to retract. 

The Middle Ground in Financial Policy 

Now, I do not want to be misunderstood as advocating loose 
financial policy to save taxes. That would be sheer folly. The 
best thing I have read on this subject is an excellent paper which 
appeared in the N.A.C.A. Bulletin of November 1, 1941. In 
that article Mr. George Brewer, of Ernst and Ernst, pointed out 
the existence of two points of view on corporate policy in the face 
of high tax rates. The first of these holds that since taxes take 
such a large proportion of earnings, all business expenses should 
be pared to the bone to maintain dividends to stockholders. The 
opposite point of view urges a liberal attitude on costs, expenses 
and expansion of activity. The theory behind this point of view 
is that high tax rates place a premium on expansion and expefi- 
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mentation, investments in goodwill, prestige, personnel and so 
forth, because the tax collector stands a healthy share of the cost. 
I'd like to suggest a middle ground which applies a rule of reason 
to the spending viewpoint. The rule of reason I would submit is 
that all expenses be appraised after adjusting for taxes—less than 
6¢ instead of one dollar for a corporation in the top excess profits 
tax bracket. If the benefit, immediate or long-range, is worth cost 
after taxes, the expenses should be incurred. 

If the purpose of the expenditure is to strengthen or fortify 
the business against the threat of raw material starvation or to 
fortify it for post-war readjustment, there is no further limitation. 
However, if the expense is made, as most expenses are, in antici- 
pation of a definite profit return, the expense after adjusting for 
taxes should be measured up against potential profit, also after 
taxes. 

There is another limitation. Section 23a of the income tax 
law permits the deduction of ordinary and necessary expenses. 
Expenses which do not meet this test must be met out of profits 
after taxes. You must find the line between wildly incurring ex- 
penses merely because Uncle Sam pays the freight and a sound. 
policy of being good to your business in a period of great risk 
and uncertainty. The former is waste ; the latter is common sense. 
The distinction is between putting an incompetent in-law on the 
payroll and hiring a man to do a post-war planning or goodwill 
job; between going on an advertising spree because it swells your 
ego and is cheap, and advertising liberally so that your customers 
won't forget you while you’re inthe Army. - 

Conclusion 

There is nothing especially novel about this reaction to high 
tax rates. Stuart Chase, in his recent best seller, The Road We 
Are Traveling, points out that high taxes in World War I led 
many corporations to keep their money at home by enlarging 
advertising and research departments. The result was a great 
subsidy for high pressure selling methods which characterized 
the 1920’s and another great subsidy for industrial research, 
scientific management and mass production. A judicious policy 
along the same lines today will make us better soldiers in the 
production battle line now and buttress our position in the post-war 
world of tomorrow. 
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OFFICIAL 
N.A.C.A. LAPEL BUTTON 


Every member of the Association ought to 
| have an Official Button to wear at Chapter 
| meetings, National gatherings and other busi- 


ness conferences. 


These buttons are a reproduction of the seal 
of the Association in blue enamel on a gold 
plate base. They constitute a distinctive 
emblem—a worthy evidence of your affilia- 
tion with the N. A. C. A. 


The price is $1.50. Orders should be sent 
to National Headquarters accompanied by 


remittance, 


National Association of Cost Accountants 
385 Madison Ave., New York City 
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OFFICIAL BINDERS 
for the 
N. A. C. A. BULLETIN 


CUMULATIVE BINDER $2.00 @ 


The Cumulative Binder illustrated at the 
right is designed to file your N. A. C. A. 

lletins issue by issue as you receive them 
throughout the year. It is a tape binder 
with a strong automatic locking device 
which holds the inserts firmly in from 
the very first insertion. It is of black fabri- 
koid with stiff covers, lettered in gold with 
the name and seal of the Association, as 
shown in the illustration. The 
be used from pate year for accumulating 
the Bulletins if you transfer the complete 
volume to a Permanent Binder at the end 
of each year. 


@ PERMANENT BINDER $1.50 


This Permanent Binder is made to hold a 
full volume of technical Bulletins. It is 
black fabrikoid, lettered in gold as shown 
in the illustration at the left. The binding 
device consists of metal strips which are 
a into place permanently a 
manual operation. 


This binder will not take the place of the 
Cumulative Binder, as it is not a 
device. It is designed only to erp 


of havi olumes bound b 
0 pensive than bi 


, we believe, attractive. 


Order with remittance should be sent to: 
National Association of Cost Accountants 
385 Madison Avenue 
New York, New York 
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